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Abstract 



This report provides an overview of one of the issues involving the Real Estate Settlement Procedures 
Act of 1974 (RESPA), which was enacted to prevent abuses in the settlement process for residential 
real estate. A current issue is whether certain compensation to mortgage brokers violates the anti- 
kickback provisions of RESPA. The present RESPA regulation is discussed, as well as the 
unsuccessful attempt to address the issues through a negotiated rulemaking. A summary and analysis 
of HUD’s subsequent proposed rule is provided. Several class-action lawsuits have been filed that 
allege violations of the anti-kickback and anti-referral provisions of RESPA, and a bill, H.R. 1283, 
has been introduced in the House that would place a moratorium on certain RESPA class action suits. 
This report will be updated as regulatory or legislative action occurs. 
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Summary 

The Real Estate Settlement Procedures Act of 1974 (RESPA) was enacted to 
effect certain changes in the settlement process for residential real estate. These 
changes were expected to result in (1) more advance disclosure of settlement costs 
to home buyers and sellers, (2) the elimination of kickbacks or referral fees that 
tended to cause unnecessary increases in the costs of certain settlement services, (3) 
a reduction in the amounts that buyers are required to place in escrow accounts for 
the payment of property taxes and hazard insurance, and (4) reform and 
modernization of local recordkeeping of land title information. 

The Department of Housing and Urban Development (HUD) was given the 
authority to prescribe the rules and regulations necessary to achieve the purposes of 
RESPA. The HUD regulations on RESPA are referred to as Regulation X. 

HUD amended Regulation X in 1 992, and one of the amendments provided that 
lenders are required to disclose to consumers all indirect fees that are received. 
Indirect fees are fees that are paid to the lender that originates a loan from the lender 
that purchases the loan. At issue is whether certain indirect compensation violates 
the anti-kickback provisions of RESPA and whether RESPA should be interpreted 
to require that the amount and nature of indirect compensation be disclosed to 
consumers. 

HUD issued a proposed amendment to Regulation X in 1995. A negotiated 
rulemaking process was convened under which affected parties tried to reach 
consensus on the substance of a new rule to be promulgated by HUD. The negotiated 
rulemaking committee was unable to reach a consensus so the task of providing a 
new rule remains with HUD. HUD published a proposed rule on October 16, 1997, 
and the comment period ended on December 16, 1997. 

In the meantime, several class-action lawsuits have been filed that allege 
violations of the anti-kickback and anti-referral provisions of RESPA. A broad class- 
action ruling against mortgage bankers could be costly. 

The critical issue in the proposed regulation is the yet-to-be revealed test that 
will determine the reasonableness of mortgage broker fees. 

Congressional options include letting HUD deal with any changes in the 
regulations while maintaining oversight of the current regulatory process; or enacting 
changes to RESPA. A bill, H.R. 1283, has been introduced in the House that would 
place a moratorium on certain RESPA class action suits. 
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The Real Estate Settlement Procedures Act of 1974 (RESPA) was enacted to 
effect certain changes in the settlement process for residential real estate. These 
changes were expected to result in (1) more advance disclosure of settlement costs 
to home buyers and sellers, (2) the elimination of kickbacks or referral fees that 
tended to cause unnecessary increases in the costs of certain settlement services, (3) 
a reduction in the amounts that buyers are required to place in escrow accounts for 
the payment of property taxes and hazard insurance, and (4) reform and 
modernization of local recordkeeping of land title information. 

Section 8 of RESPA addresses the prohibition against kickbacks and unearned 
fees. Section 8(a) provides that “no person shall give and no person shall accept any 
fee, kickback, or thing of value pursuant to any agreement or understanding, oral or 
otherwise, that business incident to or a part of a real estate settlement service 
involving a federally related mortgage loan shall be referred to any person.” Section 
8(b) of RESPA provides that no person shall give and no person shall accept any 
portion, split, or percentage of any charge made or received for the rendering of a real 
estate settlement service in connection with a transaction involving a federally related 
mortgage loan other than for services actually performed. Section 8 (c)(2) permits 
the payment of fees if such fees are reasonably related to the goods, facilities, and 
services provided. Section 8(d) provides that violation of Section 8 of RESPA may 
result in fines of up to $ 10,000, imprisonment for up to one year, or both. In addition, 
affected consumers may be awarded damages of three times the amount paid for 
settlement services, plus the court costs and reasonable attorneys fees. 

Section 17 of RESPA gives the Department of Housing and Urban Development 
(HUD) the authority to prescribe the rules and regulations necessary to achieve the 
purposes of RESPA. HUD also has the authority to grant reasonable exemptions 
from RESPA for classes of transactions, if HUD finds such exemptions are necessary 
to achieve the purposes of RESPA. 

The HUD regulation covering RESPA was issued on June 4, 1976. The 
regulation is referred to as Regulation X and is found in the Code of Federal 
Regulations at 24 CFR Part 3500. 

On November 2, 1992, HUD published a final rule that revised Regulation X. 1 
This was the first amendment to the regulation since a minor revision in 1977, and 



1 57 FR 49600 
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the new rule contained several controversial requirements. One of those involved the 
disclosure of fees to mortgage brokers. 2 

When RESPA was enacted in 1974, the mortgage lending process was fairly 
straightforward. Generally, the lender managed the loan process from start to finish. 
The lender’s employees took the loan application, processed the loan, and made the 
underwriting decisions. The loan was funded by the lender and closed in the lender’ s 
name. The loan was held in the lender’s portfolio of loans, and the loan was 
“serviced” (receiving and crediting mortgage payments, handling the escrow 
accounts, etc.) by the lender. 

In today’s mortgage lending industry, new and different kinds of business 
entities have entered the field, and new business relationships have emerged between 
the entities. A massive secondary market has evolved under which mortgages are 
purchased from the original lenders, repackaged, and sold as mortgage -backed 
securities. New intermediaries such as mortgage brokers find people who want to 
borrow for home purchases and lenders with money to lend for home purchases. The 
lender that takes the application may not process the loan; the lender that closes the 
loan may not hold or service the loan. Lenders that originate the mortgages are 
referred to as “retail” lenders. The lenders that purchase the mortgages are referred 
to as “wholesale” lenders. 

Thus, lenders who act as intermediaries may receive both “direct” and “indirect” 
compensation. Direct compensation encompasses the fees paid directly by the 
consumer. Indirect compensation consists of fees paid to retail lenders by wholesale 
lenders as compensation for the intermediary services performed. As mentioned 
above, since 1992, Regulation X has required that lenders disclose to consumers all 
indirect fees that are received. At issue is whether certain indirect compensation may 
violate the anti-kickback provisions of RESPA and whether RESPA should be 
interpreted to require that the amount and nature of indirect compensation be 
disclosed to consumers. 



Current Regulations 

The current regulation defines what constitutes a secondary market transaction. 
These transactions are exempt from RESPA, including its disclosure requirements, 
its prohibitions against kickbacks and referral fees, and its requirement that all 
compensation be reasonably related to the goods or services provided. Thus, 
depending upon how the loans are funded at settlement, the current regulations lead 
to somewhat different treatment of compensation to retail lenders under three 
settlement situations. 



2 A discussion of the other issues is found in CRS Report 97-241 . 
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Loan Closing and Subsequent Assignment of the Loan 

The retail lender processes the loan from start to finish, funds the loan, and 
closes the loan in its own name. At a later time, the lender sells the loan to a 
wholesale lender. Currently, Regulation X does not require that the lender disclose 
to the consumer the terms of the secondary transaction, including the compensation 
paid by the wholesale lender. 

Loan Closing in the Wholesale Lender’s Name 

The retail lender originates the loan solely as an intermediary. The loan funds 
are provided by the wholesale lender, and the loan is closed in the wholesale lender’ s 
name. The wholesale lender sets the underwriting criteria and makes the 
underwriting decision. Regulation X requires that all payments to the retail lender, 
including direct and indirect fees, must be disclosed to the consumer. 

Table Funding 

The loan is processed by the retail lender and closed in the name of the retail 
lender. At or about the time of settlement, there is a simultaneous advance of loan 
funds to the retail lender by the wholesale lender, and an assignment of the loan and 
servicing rights to the wholesale lender. Regulation X requires that all payments to 
the retail lender, including direct and indirect fees, must be disclosed to the 
consumer. 



Alternative Disclosure Methods 

On September 13, 1995, HUD published a proposed rule that presented six 
alternative approaches to the disclosure of indirect fees under Regulation X. 3 HUD 
asked the public to comment on the six alternatives presented, to suggest other 
approaches, and to comment on whether disclosure of indirect fees is useful to 
consumers and should continue to be required. HUD also announced the 
commencement of a process to determine whether to establish a committee for 
negotiated rulemaking on the proposed rule. 

Alternative 1 

The first alternative is the status quo. Regulation X would continue to require 
the disclosure of all direct and indirect fees. A loan sale would continue to be 
classified as a secondary market transaction only if it occurs after settlement. 

Alternative 2 

Regulation X would continue to require the disclosure of all direct and indirect 
fees at settlement. Any loan sale before, contemporaneous with, or after settlement 



3 60 FR 47649 
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would be classified as a secondary market transaction. More loan sales would be 
treated as secondary market transactions, and exempt from RESPA coverage, than 
under alternative 1. A table-funded transaction would be treated as a secondary 
market transaction. 

Alternative 3 

Regulation X would continue to require the disclosure of all direct and indirect 
fees at settlement. Only loan sales following the first accrual date (the date the first 
payment is due from the borrower) would be classified as secondary market 
transactions. Under this alternative, more transactions would be subject to RESPA 
than under the current regulation. Table-funded loans and transactions closed in the 
name of the wholesale lender with no subsequent sale would be subject to RESPA 
requirements. 

Alternative 4 

Regulation X would require that only direct fees (no indirect fees) be disclosed 
at settlement. A loan sale would be classified as a secondary market transaction only 
if it occurs after settlement. Since no disclosure of indirect fees would be required, 
the classification of a transaction as a secondary transaction would only be 
determinative of whether RESPA’s requirements and prohibitions (other than 
disclosure) apply to the transaction. Table-funded loans and loans closed in the name 
of the wholesale lender would be subject to RESPA. 

Alternative 5 

Regulation X would require that only direct fees be disclosed at settlement. A 
loan sale at any time would be classified as a secondary market transaction. As with 
Alternative 2, more loan sales would be treated as secondary market transactions, and 
exempt from RESPA coverage, than under alternative 1. 

Alternative 6 

Regulation X would require that only direct fees be disclosed at settlement. A 
loan sale would be classified as a secondary market transaction only if it occurs after 
the first accrual period. As with Alternative 3, more transactions would be subject 
to RESPA than under the current regulation. 
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Negotiated Rulemaking 

In recent years, negotiated rulemaking has emerged as an alternative to having 
the regulations drafted unilaterally by the respective federal agency. Agency 
representatives and representatives of parties affected by the subject matter of the 
proposed regulation are brought together to negotiate the terms of the proposed rule. 
Ideally, the parties will examine their priorities and make tradeoffs to reach a 
consensus on the text of the rule. If a consensus is achieved, the resulting rule may 
be easier to implement and may be less likely to be the subject of subsequent 
litigation. If a consensus is not achieved, the process would have made the agency 
better informed of the issues. 

On October 25, 1995, HUD published a notice of intent to establish a 
Negotiated Rulemaking Advisory Committee to negotiate a rule regarding mortgage 
broker fees under RESPA. 4 Establishment of the Negotiated Rulemaking Advisory 
Committee on Mortgage Broker Disclosures (the Committee) was announced on 
December 8, 1995 . 5 The committee met for a two-day session once each month from 
December 1995 to May 1996. 6 On July 16, 1996, the HUD administrative law judge 
who presided over the committee issued a summary of the Committee’s proceedings 
and highlighted the committee’s accomplishments and failures. 7 The following is 
based on that summary. 

The Committee was to advise HUD on two rulemaking issues: (1) whether the 
amount and nature of direct and/or indirect payments to mortgage brokers and certain 
other mortgage originators should be disclosed to consumers; and (2) whether 
RESPA permits volume -based compensation from wholesale lenders to mortgage 
brokers and, if so, whether and how the payment should be disclosed. HUD also 
sought views on whether other forms of indirect fees should be permissible under 
RESPA, and what the effect of requiring disclosure of such payments would be. In 
addition, because a secondary market transaction is exempt from RESPA, and 
because HUD could redefine that term to expand or contract the reach of RESPA’s 
disclosure requirements and its requirement that all compensation be reasonably 
related to the value of the goods or services provided, the Committee was directed 



4 60 FR 54793 

5 60 FR 63008 

6 In addition to a representative from HUD, representatives from the following 17 groups 
participated in the negotiations: America’s Community Bankers, American Association of 
Residential Mortgage Regulators, American Bankers Association, American Financial 
Services Association, Citizen Action, Federal National Mortgage Association, Federal 
Home Loan Mortgage Corporation, Independent Bankers Association of America, Legal 
Counsel for the Elderly/American Association of Retired Persons, Mortgage Bankers 
Association of America, National Association of Federal Credit Unions, National 
Association of Mortgage Brokers, National Association of Consumer Advocates, National 
Association of Realtors, Office of the Attorney General of the State of Texas, Real Estate 
Services Providers Council Inc., and The Mortgage Capital Group. 

7 Alan W. Heifetz. Negotiated Rulemaking on Mortgage Broker Disclosures — Final 
Report. Memorandum to Nicolas P. Retsinas, Assistant Secretary for Housing, July 19, 
1996, 7 p. 




http://wikileaks.org/wiki/CRS-98-285 



CRS-6 



to consider whether to recommend any change in the definition of the secondary 
market. 

Though the committee met for six two-day sessions, it was not possible to 
achieve consensus on a rule for HUD to publish because of the diverse positions 
taken by the members of the Committee. However, the Committee made progress 
on reducing the areas of disagreement and it achieved nearly unanimous agreement 
on a number of issues that should aid HUD in developing a rule for notice and further 
comment. Now, HUD is left with the task of making decisions on several issues: (1) 
whether to establish a RESPA Section 8 safe harbor for indirect fees paid by 
mortgage lenders to mortgage brokers, whether these fees should be disclosed and, 
if so, how they should be disclosed; (2) where to draw the line between RESPA- 
covered transactions and secondary market transactions that are exempt from 
RESPA; and (3) whether to permit wholesale lenders to pay volume-based 
compensation to retail lenders. 

Indirect Fees 

As mentioned above, currently Regulation X requires the disclosure of all fees 
paid to retail lenders, including the payments received from wholesale lenders 
(indirect fees), when the retail lender is being paid as part of the settlement process. 
HUD assumed that Congress intended for RESPA to cover only costs related to the 
initial settlement transactions, therefore disclosure of fees is not required when 
wholesale lenders subsequently purchase the loans. 

With the exception of the National Association of Consumer Advocates 
(NACA), the Committee supported the development of a safe harbor approach to 
mortgage broker disclosure requirements. 8 Throughout the negotiations, NACA 
consistently opposed any rule that would provide that indirect fees paid to mortgage 
brokers would be exempt from scrutiny under RESPA. 

The nearest to consensus any proposal reached with regard to indirect broker 
fees was a proposal that would establish a RESPA Section 8 safe harbor upon three 
conditions: (1) that the broker disclose at the time of application the nature of its 
relationship to the customer (the broker’s duties and obligations to the consumer); 
(2) that the broker not provide any other settlement services to the customer and not 
be affiliated with any other provider of settlement services to the customer; and (3) 
that the broker be able to demonstrate in some manner that it is operating within the 
confines of a competitive marketplace. 

There was no agreement, however, as to the treatment of mortgage brokers who 
did not meet the qualifications of the safe harbor. Three approaches were suggested: 
(1) consider the payment of any indirect fee to be a per se violation 9 of RESPA; (2) 



8 A safe harbor may be defined as provisions that give protection from penalty as long as 
efforts were made to comply with the provisions. 

9 Per se violation is a term that implies that certain types of business agreements are 
considered inherently anti-competitive and injurious to the public without any need to 

(continued...) 




